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MAY 9, 1989

American Institute of Certified Public Accountants
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Washington, D.C. 20004
(202) 737-6600

INTRODUCTION

The American Institute of Certified Public Accountants greatly
appreciates this opportunity to offer comments and
recommendations prepared by our Federal Tax Division on ways to
simplify the rules applicable to employee benefit plans under

section 89 of the Internal Revenue Code.

The AICPA is the national, professional organization of CPAs with

over 280,000 members.

Many of our members are tax practitioners

who work with millions of American taxpayers, both individuals
and businesses.

We are deeply concerned with the effect of

section 89 upon businesses of all sizes, in all sectors of the
economy.
The AICPA applauds the Chairman and the entire committee on

undertaking the important task of providing meaningful relief
from the myriad of complex rules contained in section 89.

We

understand your desire to simplify the law while, at the same
time, maintain a tax policy that encourages the expansion of

health care coverage for all workers and minimizes the tax
subsidy for highly compensated employees if benefits are

provided on a discriminatory basis.

We believe that the new

legislation must be understandable by the taxpayer, administrable

by the government and not so burdensome or costly as to defeat
the very goals it is attempting to accomplish.

The AICPA recommends that new legislation be adopted to replace

section 89.

The new rules should not be an alternative to, or a

safe harbor means of, avoiding the existing rules.
The AICPA strongly recommends that the new legislation adopt a

design-based approach, focusing on plan availability rather than
plan coverage.

We believe that this approach can be both simple

and effective.

This approach eliminates the need for sworn
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statements, separate testing of family coverage and, in some
situations, valuation of benefits.

In conjunction with the design-based approach, certain taxpayers

may be better served with a discrimination test which regulates
the tax subsidy for highly compensated employees based on the

benefits actually received by nonhighly compensated employees.
These employers should have the opportunity to accumulate data

and compute certain tests necessary to determine if benefits are

nondiscriminatory.
rules.

These rules should be simpler than existing

However, because actual coverage would be tested,

separate testing for family coverage, sworn statements, and

valuation of all plans would probably be necessary.

Employees
who choose to use the more complicated tests should be given the
opportunity to do so without penalizing employers who want to
avoid them.
THE DESIGN-BASED APPROACH

The AICPA supports a design-based system similar to that

included in Chairman Rostenkowski’s proposed legislation (H.R.
1864).

In his bill, tax-favored benefits are available to highly

compensated employees to the extent an affordable health plan is

available to 90 percent of all includable employees.
The desire to expand health care coverage and the need for a
design-based test dictates that a high percentage of workers be

eligible for the plan.

The percentage selected for the

eligibility test is interrelated with other troublesome issues,
such as, the definition of part-time employees, the treatment of

leased employees, the adjustment of excludable employees for plan
coverage and duplicate coverage by employees.
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Part-time employees

We believe that the excludable part-time work force should be

those employees working less than 25 hours per week.

Employees

normally working less than 40 hours per week and 25 hours or more
should have the required health coverage proportionally adjusted.
Leased employees
Leased employees should be excluded from the test until the
definition of a leased employee becomes more clear.

All

practitioners are aware that the proposed regulations are both

extremely broad and vague.

A taxpayer cannot be expected to

accurately calculate the number of employees to whom benefits
must be available if the size of the entire group is unclear.
Leased employees should only be included if there is sufficient

control over the means of accomplishing a specific job.

There

are many valid business relationships where a specific task or

project is contracted that should not be included as employee
employer relationships in testing benefit plans.

The inclusion

of leased employees in testing significantly complicates the

testing process by requiring coordination between lessees and
lessors.
Excludable employees

In general, we believe the categories of employees outlined in
IRC section 89(h)(1) are correct, but exclusion should not be
impaired if the employer allows some of those workers into a

health plan.

This complicates the testing process and penalizes

employers for allowing certain employees to participate.

For

example, assume an employer offered health benefits to employees
working 10 hours or more in prior years. When this employer
changed health benefit eligibility to employees working more than
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25 hours per week, the continuing employees working less than 25

hours and more than 10 hours were allowed to remain in the plan.
These employers would be penalized if they were required, in
calculating the 90 percent test, to include in the employee group

all employees working more than 10 hours per week.
Another situation with inappropriate results occurs when the

employer provides immediate coverage for all employees or for
some part-time employees, perhaps because they are classified as
permanent rather than temporary.

For example, an employer may

offer health coverage to all employees at the beginning of
employment.

The employee is classified as part-time or full-time

based on actual hours worked during the first three months of
employment.

If, after three months an employee is part-time,

coverage is eliminated.

This employer would be penalized if all

employees were included in the employee population.

If exclusion
for part-time employees is not available because part-time

employees are provided benefits for three months, the employer

who offers more health benefit coverage than required would be
penalized by expansion of the group of employees tested.
While we believe plan coverage should not affect the group of

otherwise excludable employees, the harshness of the plan
coverage rule is lessened considerably if an employer is allowed

to separately test employees receiving benefits who otherwise

would be excludable employees.

If the excludable employees can

be tested separately, the plans would usually be

nondiscriminatory.

This separate testing rule mitigates the

harsh effect of requiring such employees to be included in the
employee group.
The AICPA opposes any rules which require adjustment of the

excludable group based on plan coverage.
of the separate testing rule is needed.

At a minimum, inclusion
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Duplicate coverage
In recent years, it has become much more common for individuals

to be eligible for health care coverage from two or more sources.
For example, an employee may be eligible for coverage through a

spouse’s employment.

A student or part-time faculty member may

be covered by a university plan.

A student may be covered by a

parent's health policy or a plan available through the parent's
employment.

While this may require a sworn statement, such

individuals should be allowed to decline the employer's coverage
and be excluded from the employee group.

Employers not using the

sworn statement could be required to include these employees.
The threshold percentage

To the extent the employee group is defined to include these

groups, we would support a lower threshold percentage.

The

existing pension rules, which do not delineate as many excludable
employees, use a series of coverage tests, the most expansive of

which is 70 percent of all nonhighly compensated employees.

A

lower threshold percentage would eliminate the need to exclude

from the group so many individuals.

Whatever threshold is selected, we would urge that some provision
be made to alleviate the "cliff" effect.

For example, with a 90

percent eligibility requirement, the penalty for failure to

satisfy that test should be phased in from no penalty with 90
percent eligibility, to the full penalty at less than 70 percent
eligibility. While this would involve additional complexity in
the legislation, we believe such complexity may be warranted so
that highly compensated employees
are not unduly burdened where a plan does not satisfy the 90
percent test by a small margin.
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A grace period could be provided for employers who fall below the
required 90 percent eligibility standard by a certain margin.

It

is possible for an employer who has met the 90 percent test in

prior years to fall slightly below that level due to such things
as mergers or unexpected rapid growth in employment.

These

employers could avoid all penalties for the first year such

eligibility test was not met, giving them time to comply.

For

1989, the grace period could apply to all employers.

Affordability test
In a design-based approach, some type of affordability test is

necessary in order to prevent employers from making their workers
eligible for a plan that the workers cannot afford.

Ideally, the

affordability test would establish an equitable sharing of health

care costs between employees and the employer.

In addition, it

would motivate the employer to continue and perhaps even to
improve health care coverage.

It should be a cost so low that

the employee is motivated to purchase the health coverage.

It is

of course very difficult to find this ideal balance and even more

difficult to project an ideal balance into a future of uncertain
price, wage, and health care costs.

We recommend that the employee’s maximum contribution be defined
as a fraction of the employer’s health care cost with a ceiling

of no more than a certain percentage of wages.

For example, each

employee’s maximum contribution might be 40 percent of the
employer’s health care costs, but not more than 5 percent of the
individual’s wages. This would allow for a continuing realistic
sharing of costs and, at the same time, offer the very low income
worker an affordable plan. This also avoids the need to specify

The affordable plan that is defined as
a percentage of the employer’s cost will reflect that employer's
an inflation adjustment.

cost, the difference in regional health care costs, and the
difference in costs for different group sizes.
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Definition of highly compensated employee

We believe the definition of the highly compensated employee
should be simplified. The definition presently in IRC section

414(g) is more complex and restrictive than necessary.

While we

understand that one consistent definition of highly compensated

employees is useful for many employers with a number of different
types of retirement and benefit plans, the small employer with
only a health plan to test finds the need to use the IRC section
414(q) rules extremely burdensome.

We believe that highly compensated and nonhighly compensated
employees should be defined on the basis of the Form W-2 wages

before imputation of income.

The highly compensated employees

should be those earning more than $50,000, adjusted for cost of

living increases ($54,580 for 1989).

The testing could be done

based on the Form W-2 for the tax year that ends with or within
the testing year. An election to delay inclusion of the taxable
benefit similar to the rules of IRC section 89(a)(2)(b) could

also be used.
An optional coverage test
Many employers offer many different health benefit plans for
different employee groups and typically maintain detailed records

of the coverage provided.

These employers should be given the

opportunity to test the actual coverage provided, perhaps by
comparing the average benefits that nonhighly compensated

employees receive to the average benefits that highly compensated
employees receive. The modification to the group of excludable
employees outlined under the design-based approach should also be
included here.
Included with this test should be a
discriminatory terms test similar to that provided in Chairman

Rostenkowski’s proposal.
executive only plans.

This is necessary to eliminate
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SEPARATE TESTING OF CERTAIN BENEFITS

We do not believe it is necessarily good tax policy to design one
set of qualification and testing rules for all types of plans,
employers, and groups of employees.

We believe cafeteria

plans and group term life insurance plans should be governed by
sections 125 and 79 respectively, and not included in the
design-based test for health coverage.

If more precise

antidiscrimination rules are necessary, provisions can be focused

specifically on those particular types of plans.

Benefits test for cafeteria plans
Cafeteria plans are different from other employer provided health

benefits in that the employer often maintains more records, such

as the available benefit credit for each individual and the
required salary reduction.

With these records often readily

available on the payroll system, a benefits test based on the
average benefits used by the nonhighly compensated employees is

relatively easy.

We believe the test should be based on average

benefits with the average benefit for the highly compensated
employees that can be tax-favored not exceeding 133 percent of

the average benefit of the nonhighly compensated employees.

This

should also provide that all benefits offered within the plan are
tested together so that employees choosing child care, health

care or other benefits are considered to be receiving tax
preferred benefits of equal value.

While we understand that one objective test can mask a number of

inherent problems such as, testing family coverage separately,
disregarding employees with other coverage, and sworn statements,
we believe that these complications are not insurmountable in the
case of a cafeteria plan where records are readily available and
constant monitoring of individual choices takes place.
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THE QUALIFICATION RULES

We urge that a de minimis number of individuals with no service
nexus with the employer should be allowed to participate in a
plan without violating the exclusive benefit rule.

A plan should

not fail to satisfy the exclusive benefit rule merely because

benefits are provided under the plan to non-employees on a basis

that is not tax favored.

Including such individuals will

actually increase health insurance coverage.

The only problems

caused by including such individuals on an after-tax basis could
be with adverse selection against insurance companies. Thus, the
ability for an employer to include such individuals should be
regulated by the insurance industry and their contracts with an
employer, not through the tax law.

Penalty for failure of the qualification rules
The penalty for failing the qualification rules should be borne
by the employer, rather than employees, perhaps through an
excise tax.

This tax should be calculated on the cost of the

coverage, rather than amounts paid or incurred.
CONCLUSION

In view of the burdens placed on practitioners and businesses by
section 89, legislative relief is needed.

The cost of compliance

is the AICPA’s most significant concern and we believe a

discrimination test, which focuses on plan availability, will

eliminate these concerns. We understand that there is sentiment
in the business community and the tax writing committees to
exempt from these rules small businesses, for example, an entity
with ten or fewer employees or those with gross receipts of less

than $500,000.

We believe the provisions we have described will

make the discrimination rules much less burdensome for small

businesses. The AICPA is pleased to continue working with the
committee to accomplish its objectives.
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Discriminatory terms test adversely affects accidental death and
dismemberment
Accidental death and dismemberment insurance plans and business
travel accident insurance plans will most likely fail the
discriminatory terms test. The benefits payable under such plans
are generally based on an employee’s compensation. These plans
should be excluded from testing under section 89. The value of
such plans is de minimis in relation to the effort to properly
include such amounts on an employee's W-2. Alternatively, the
legislation could provide that such plans are not in violation of
the discriminatory terms test if benefits vary as a uniform
percentage of compensation.

Dependent care assistance discrimination test is too harsh
Existing law allows dependent care assistance to pass a 55
percent benefits test or be included in the section 89 test with
health benefits. The proposed legislation would eliminate the
ability to test dependent care assistance with health benefits.
The separate line of business rules also do not apply to these
tests. We recommend that the dependent care assistance rules be
reviewed. Inclusion of a separate benefits test for all
nontaxable benefits in a cafeteria plan may satisfy this concern
because most dependent care assistance, other than employer owned
facilities, is offered on a salary reduction basis.
The exclusive benefit rule should allow nonemployees in an
employer's plan

We believe that section 89(k)(l)(D) should be amended to allow a
de minimis number of individuals with no service nexus with the
employer to participate in a plan without violating the exclusive
benefit rule.

According to the legislative history of section 89, Congress
believed that the cost of allowing an employer deduction for
health benefits was justified if the important social policy
objective of increasing health insurance coverage was met. Thus,
section 89(k) was designed to broaden, not restrict, coverage.
According to the General Explanation of the Tax Reform Act of
1986 prepared by the staff of the Joint Committee on Taxation,
"Congress did not intend that a plan fail to satisfy the
exclusive benefit rule merely because benefits are provided under
the plan to non-employees on a basis that is not tax favored."
The intent in implementing the exclusive benefit provision of
section 89(k)(l)(D) was not to restrict coverage of non
employee plan participants to only those who perform significant
services. However, this is required in the proposed
regulations .
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The floor statement to this proposed legislation addressed the
exclusive benefit requirement of current law by providing that,
"this exclusive benefit requirement is satisfied if the number of
individuals with no service nexus to the employer who
participate in the plan is de minimis.” We believe H.R. 1864
should make the rule clear for all future years. We understand
that proposed regulations generally do not become effective
until 1990.

Allowing individuals with no service nexus into an employer’s
plan on a non tax-favored basis does not violate the social
policy behind section 89. Including such individuals will
actually increase health insurance coverage. The only problems
caused by including such individuals could be with adverse
selection against insurance companies. Thus, the ability for an
employer to include such individuals should be regulated by the
insurance industry and their contracts with an employer, not
through the tax law.
Qualification rules in general
The purpose of the qualification rules is to ensure that
employees receiving a tax preference for certain benefits are
actually receiving those benefits and not cash. We believe that
these rules should conform with existing ERISA rules to ease
administration for the employer.

The effective date of existing law should be delayed

While we are aware that the proposed regulations offer a number
of transitional rules and delayed effective dates, we believe
that these should be incorporated in H.R. 1864. Depending on the
timing of legislative action on IRC section 89, a further delay
may be necessary. Such delay should be statutory.

CONCLUSION

In view of the burdens placed on practitioners and businesses by
section 89, legislative relief is needed. Given that the cost of
compliance was the AICPA’s most significant concern, we
congratulate the Chairman on a proposal which saves compliance
dollars by focusing on plan availability rather than coverage.
The AICPA will be pleased to continue working with the committee
to accomplish its objectives.

SUMMARY

The AICPA applauds the Chairman and the entire committee on
undertaking the important task of providing meaningful relief

from the myriad of complex rules contained in section 89.

We

strongly recommend that the new legislation adopt a design-based

approach, focusing on plan availability rather than plan coverage.
As part of the design-based approach, the excludable part-time work

force should be those employees working less than 25 hours per week.
Leased employees should be excluded from the test until the
definition of a leased employee becomes more clear.

While several

categories of workers should be excluded, such exclusion should not

be impaired if the employer allows some of those workers into a

health plan.
In a design-based approach, some type of affordability test is

necessary.

We recommend that the employee’s maximum contribution

be defined as a percentage of the employer’s health care cost, with
a ceiling based on an employee's wages.

This will reflect an

employer’s actual cost, the difference in regional health care
costs, and the difference in costs for different group sizes.

We believe the definition of highly compensated employees should be
simplified.

Many employers do not need to use the detailed rules

of IRC section 414(q) and would welcome a simplified system.
We do not believe it is necessarily good tax policy to design one

set of qualification and testing rules for all types of plans,

employers, and groups of employees.

Cafeteria plans and group term

life insurance plans should be governed by sections 125 and 79
respectively, and not included in the design-based test for health
coverage.
The penalty for failing the qualification rules should be borne by
the employer, rather than employees, perhaps through an excise tax.
This tax should be calculated on the cost of the coverage, rather
than amounts paid or incurred.

